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PAYMENT ON GUARANTEES
— by Neil E. Harl*
With the onset of financial and economic trauma in agri-
culture in the mid 1980s,1 the matter of loan guarantees
assumed greater importance than at any time since the
1930s.2   In a typical situation, a parent has guaranteed a
machinery or livestock loan; if the child is unable to pay as
the primary obligor, the parent may be elevated to a posi-
tion of primary liability.  The question then becomes
whether the parent as guarantor has a bad debt deduction3 if
the parent makes good on the loan.4  If the parent does not
pay, and instead manages to negotiate a discharge of indebt-
edness, the question becomes whether the parent as guaran-
tor has discharge of indebtedness income.5
Bad Debt Deductions Generally
An income tax deduction is allowed for debts that
become worthless within the taxable year.6  For a bad debt
to be deductible, there must be a debtor-creditor relationship
involving a legal obligation to pay a fixed sum of money.7
A bad debt deduction may be claimed only if there is an
actual loss of money or the taxpayer has reported the
amount as income.  
To be deductible, the debt must be proved worthless with
reasonable steps taken to collect the debt.8  Bankruptcy is
generally good evidence that at least part of a debt is worth-
less.9  It is not necessary to resort to action in court if it can
be shown that a judgment would not be collectible.10
A deduction may only be claimed in the year a debt
becomes worthless.11  A debt becomes worthless when there
is no longer any chance it will be paid.  It is not necessary
to wait until a debt is due to determine its worthlessness.
A debt may be totally or partially worthless.12  A debt is
a totally worthless bad debt if the taxpayer is unable to
collect what is still owed even though some of the debt had
been collected in the past.13  The amount remaining to be
paid is eligible for a bad debt deduction.
Business bad debts.  Business bad debts are deducted
directly from gross income.14  A business bad debt relates to
operating a trade or business and is mainly the result of
credit sales to customers or loans to suppliers, clients,
employers or distributors.15  A corporation's bad debts are
always considered business bad debts.16
Nonbusiness bad debts.  Nonbusiness bad debts are
bad debts not  acquired or created in the course of operating a
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trade or business of the taxpayer or a debt the worthlessness
of which is incurred in the taxpayer's trade or business.17
To be deductible, nonbusiness bad debts must be totally
worthless; partially worthless nonbusiness bad debts are not
deductible.18  Nonbusiness bad debts are deductible only as
short-term capital losses19
Bad Debt Deduction for Guarantees
If payment of another's debt is guaranteed, a bad debt
deduction may be claimed by the guarantor if payment is
made under the guarantee.20
Guarantees before 1976 .  For guarantees entered
into before 1976, a business bad debt may be claimed for
payments made under the guarantee if two conditions are
met — (1) the borrowed funds were used in the borrower's
trade or business (which is usually the case) and (2) the debt
was totally worthless when paid off by the guarantor (which
is also usually the case).21  If these conditions are not met,
it may still be possible to treat the guarantee amount paid as
a nonbusiness bad debt.22
For guarantees entered into before 1976, it is relatively
easy to claim a business bad debt deduction for guarantees
made good by the guarantor.
Guarantees after 1975.   To qualify for a bad debt
deduction for guarantees entered into after 1975, the
guarantee must meet one of two  conditions— (1) the
guarantee must have been entered into for profit with the
guarantor receiving something in return, which is rarely the
case, or (2) the guarantee must relate to the taxpayer's trade,
business or employment.23  In a 1990 Tax Court case, the
farm indebtedness of a son that was guaranteed by the retired
father did not meet either test for deductibility.24
Under the rules applicable to guarantees entered into after
1975, the loss may be either a business or nonbusiness bad
debt depending upon the facts of the situation.25  To qualify
as a business bad debt, the taxpayer must show that the
reason for guaranteeing the debt was closely related to the
taxpayer's trade or business.26  If the reason for making the
guarantee was to protect the taxpayer's investment but not
as part of the taxpayer's trade or business, a guarantee may
give rise to a nonbusiness bad debt.  Guarantees made as a
favor to friends or relatives where the taxpayer receives
nothing in return do not give rise to a deduction.
Discharge of Indebtedness
If a guarantor succeeds in obtaining relief from a guaran-
tee before payment is made, does the guarantor suffer
discharge of indebtedness consequences?  There is relatively
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little authority on the point but two private letter rulings27
provide some guidance.
In a 1979 private letter ruling,28 I.R.S. noted that since
a guarantor is only secondarily liable and becomes liable
only on the principal's default and notice, a release of the
guarantor prior to becoming primarily liable does not
involve discharge of indebtedness income.  A 1987 private
letter ruling, in a consistent manner, stated that in the
event a guarantor has become primarily liable, release of
the guarantor produces discharge of indebtedness income.29
In the facts of that ruling, a parent co-signed a note with a
child to help the child purchase farmland.  The parent
suffered discharge of indebtedness income when the debt
obligation was compromised.30
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PROPOSED
REGULATIONS ISSUED
FOR ESTATE "FREEZES"
by Neil E. Harl
The repeal of I.R.C. § 2036(c) in 1990 as part of the
Revenue Reconciliation Act of 1990 was accompanied by
enactment of rules shifting estate freezes away from federal
estate tax and toward the federal gift tax arena.  Proposed
regulations have now been issued for the statute, I.R.C. §
2701-2704.  56 Fed. Reg. 14322 (April 9, 1991).
The proposed regulations generally follow the statute,
see 1 Ag. Law Digest 232 (1990), in providing for the valu-
ation of retained or residual interests which are obtained by
first establishing the value of preferred interests and subtract-
ing that value from the overall value of the partnership,
corporation or other business enterprise.  However, in
several notable instances, the proposed regulations provide
important additional guidance for planners:
• Generally, an applicable retained interest is any interest
that confers (1) a discretionary liquidation, put, call or
conversion right, or (2) a distribution right in a family
controlled entity.  Certain rights, such as a right to receive a
mandatory payment that is fixed as to time and amount are
treated as neither an extraordinary payment nor a distribution
right.  Prop. Treas. Reg. § 25.2701-2(b)(4).   If a
qualified payment right (generally a right to a fixed-rate
cumulative dividend payable on a periodic basis or the
partnership equivalent) is held in conjunction with an
extraordinary payment right (such as the right to compel
liquidation), the rights are valued on the assumption that
each right will be exercised in a manner that results in the
lowest total value for all of the rights.  Prop. Treas.
Reg. § 25.2701-2(a)(3).
•  The amount of an individual's gift is determined using
the subtraction method of valuation.  Prop. Treas. R e g .
§ 25.2701-3(a). The value of senior interests (including
applicable retained interests) is subtracted from the value of
the entire entity to determine the value of junior interests
such as common stock. Id.  Proposed regulations prescribe
a three step method for applying the subtraction method--
(1)  Determine the value of the entire corporation or
partnership, giving effect to appropriate adjustments to
reflect fragmented ownership, for example minority
discounts and control premiums.  Prop. Treas. Reg. §
25.2701-3(b)(1).   See Rev. Rul. 59-60, 1959-1
C.B. 237; Rev. Rul. 83-120, 1983-2 C.B. 1 7 0 .
